Sell the Petroleum Reserve by Henderson, David R.
Calhoun: The NPS Institutional Archive
DSpace Repository
Faculty and Researchers Faculty and Researchers' Publications
2007
Sell the Petroleum Reserve
Henderson, David R.
Wall Street Journal
Henderson, D. Sell the Petroleum Reserve. Wall Street Journal, 2007.
http://hdl.handle.net/10945/61558
This publication is a work of the U.S. Government as defined in Title 17, United
States Code, Section 101. Copyright protection is not available for this work in the
United States.
Downloaded from NPS Archive: Calhoun
Sell the Petroleum Reserve  
Henderson, David R . Wall Street Journal , Eastern edition; New York, N.Y. [New York, N.Y]13 Nov 2007:
A.24. 
ABSTRACT (ABSTRACT)  
Or can we? You can't, I can't, and oil companies can't, but there is one entity that, in a sense, can reverse arbitrage.
That entity is the U.S. government. Why? Because the U.S. government is sitting on a large reserve of oil, the
Strategic Petroleum Reserve (SPR), which now holds about 700 million barrels of oil. This is enough oil to provide
about 10% of daily U.S. oil consumption for a year. And if the U.S. government got smart about selling the oil -- a
big if -- it would make money for the Treasury and help consumers by bringing oil prices down. Moreover, the
government could make even more money, with minimal risk to the economy, by selling the SPR oil altogether. 
Assuming, as seems reasonable, a highly inelastic world demand for oil of about 0.2, this 2.4% increase would
bring oil prices down by 12%, or about $12 a barrel, essentially wiping out the backwardation in oil prices and
wiping out the gain to the U.S. Treasury. While oil producers would lose $12 a barrel, oil consumers would gain $12
a barrel. But it would not be a wash for Americans because the loss to U.S. oil producers would be only on their
production, which is only 40% of U.S. consumption. So the net gain to the U.S. from a $12 per- barrel price drop
would be $144 million a day (12 million of imports at $12 a barrel less) or $53 billion a year. Now that's real money. 
FULL TEXT 
For quite a while now, the spot price of oil -- that is, the price at which you can buy or sell oil for delivery today --
has been well above the futures price. The futures price is the price at which you can buy or sell oil for delivery at a
specified time in the future. For example, on Friday, Nov. 9, the price on the New York Mercantile Exchange of light
sweet crude oil for December delivery was $96.32 a barrel and the futures price for delivery in December 2008 was
$87.60 -- $8.72 a barrel lower. This relatively unusual time structure of oil prices is called "backwardation." 
The more-normal pattern of oil prices is the reverse, in which the spot price now is below the futures price by an
amount that is just enough to cover interest, insurance and storage. If the difference were any more than that,
arbitrageurs would quickly bring the difference down by buying on the spot market and simultaneously selling in
the futures market. Competition among arbitrageurs assures this result. It's too bad that we can't reverse arbitrage,
buying oil from the future and selling it today because, by definition, oil in the future is not available today. 
Or can we? You can't, I can't, and oil companies can't, but there is one entity that, in a sense, can reverse arbitrage.
That entity is the U.S. government. Why? Because the U.S. government is sitting on a large reserve of oil, the
Strategic Petroleum Reserve (SPR), which now holds about 700 million barrels of oil. This is enough oil to provide
about 10% of daily U.S. oil consumption for a year. And if the U.S. government got smart about selling the oil -- a
big if -- it would make money for the Treasury and help consumers by bringing oil prices down. Moreover, the
government could make even more money, with minimal risk to the economy, by selling the SPR oil altogether. 
Imagine, for example, that the U.S. government began today to sell two million barrels a day and make up for the
loss by buying today the same amount in the December 2008 futures market at $87.60. If it earned the spot price
of $96.32 on each barrel and had a $1 per-barrel transactions cost, it would make $7.72 a barrel. The government 
would make daily profits of $15.44 million. If the differential in prices persisted, the feds would make $5.6 billion a 
year. This is chicken feed to the federal government but it would allow the feds to cut some tax that yields $5.6 
billion. If the hated Alternative Minimum Tax is not reformed this calendar year, for example, it will capture about 
20 million new victims. Reverse arbitrage would give these new victims an average relief of $280. 
Of course, if the government did sell two million barrels a day, that would bring down the world price of oil; so the 
U.S. government would not benefit as much as I have estimated. But Americans as a whole would benefit. We 
import approximately 12 million barrels of our 20 million-barrel-a-day consumption. A two million barrel-per-day 
increase in the world oil supply, on top of the current world supply of 85 million barrels, is a 2.4% increase. 
Assuming, as seems reasonable, a highly inelastic world demand for oil of about 0.2, this 2.4% increase would 
bring oil prices down by 12%, or about $12 a barrel, essentially wiping out the backwardation in oil prices and 
wiping out the gain to the U.S. Treasury. While oil producers would lose $12 a barrel, oil consumers would gain $12 
a barrel. But it would not be a wash for Americans because the loss to U.S. oil producers would be only on their 
production, which is only 40% of U.S. consumption. So the net gain to the U.S. from a $12 per- barrel price drop 
would be $144 million a day (12 million of imports at $12 a barrel less) or $53 billion a year. Now that's real money. 
SPR oil has been sold before. In 2000, when the spot price exceeded the futures price, the Clinton administration 
sold oil from the SPR, much too little, but still a step in the right direction. 
There's an even more radical step the U.S. government should take that would benefit consumers also while 
benefiting the government. The government should sell the SPR oil and not replace it. If the government made 
even $80 a barrel on its 700 million barrels, it would make $56 billion, which is serious money even to the feds. 
Many will argue that selling the reserve is a bad idea because then we would be unprotected from the vagaries of 
world oil markets. This is false. Speculators who anticipate future shortfalls would act in oil markets the way they 
do in wheat markets, buying oil in anticipation of higher future prices. This would dampen future price increases in 
oil markets, doing a big favor for future consumers. That's better than the federal government does, which, even as 
you read this, is stupidly buying $90 oil to fill the SPR. 
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